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Please state youg{n;mg. occupation and business address.
My name is Frank J. Hanley and I am a Senior Vice President of Associated
Utility Services, Inc. My business address is P. 0. Box 650, 155 Gaither

Drive, Moorestown, NJ 08057.

Have you prepared a summary of your educational background and professional
experience?
Yes, and that‘infggmation is set forch in Appendix A supplementing this

testimony.

What is the purpose of your testimony in this case?
My assignment has been to prepare a study of the cost of capital and fair
rate of  return which Kentucky Power Company (the Company) should be af-~

forded an oppdrtuhity.to earn during the near~term future and to testify

to the findings of that study.

Have you summa?i;gd‘:be results of your cost of capiral and fair rate of
recurn scudy?’ Ht’

Yes, and ic is‘éﬁbwn én Schedule 1 which consists of 2 pages. As can be seen,
I use the veighﬁéd éoa: of capital approach. I observed the actual capital
structure ratiosyﬁnd fixed capital cost rates of the Company at the end of

the historical tmhc pariod Hdarch 31, 1980. Since no permanent financing is

expected to occuribetween March 31, 1980 and the end of the calendar year

1980 or at Decamber 31 1980, the capital structure ratios at March 31, 1980
are the most representative of how the Company will be financed on a permanent
basis in the near cerm fu*ure. Rowever, the Company must still maintain its

current bond ;acing and improve its coverage ratios in anticipation of long

term debt vhich~willlbe necessary to be issued in 1981.

The cost fixed capital can be readily calculated. However,

the cost racegfor,comﬁpn equity capital must be a matter of expert informed
L0 Ot q

judgment, since @here;can be no contractual agreement for return thereon.

i ‘ -1~
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Since regulaciog is a substitute for the competition of the markc:placé,
analysis of mar;ggplaca_gzénsactions is the most meaningful measure of
common equity cost rate.:,¥

In arriving at oy conclusion of cost rate for common equity capital,
I took into account a upmpc: of methodologles rather than rely exclusively
upon a single ma;hqdolpgy;¥ On Schedule 1, I have my overall cost of capital
and fair rate oﬁiracurp q@;ermination.

The principgl‘marke: pgsed methodologies employed to determine the
cost of common équicy werefearnings/price ratios and earnings/net pro-
ceeds ratios. I studied these with a view of establishing trends as opposed
to spot poincs in cime or averaging periods of time analyzed. Also, I per-
formed analyseq%ucilizin%%;ha discounted cash flow, capital asget pricing,
and bare rent machodologi;s. After arriving at my coumon equity cost rate
conclusion, I chen ucilizad the comparable earnings methodology in a manner
which avoids circular reasoning and then performed an analysis of the indicated
coverage of fi%eq chargegfas a checking device.

As can bet;een on‘pa?é 1 of Schedule 1, zy conclusion of a proper common

equity cost rate is 14.50% relative to a 41.15% coumon equity ratio. The capital

structure ratios shown include unamortized job development investment credits

as indicated in note 1. Qi overall cost of capital conclusion {s 11.37% and

wvas based on cép1cal ét;n;iure ratios without regard to the job development
v ratio based on total capftal wichout regard to the jol

10T as shown on page 1 of Schedule 2. Calculation of

$1 first without regard to the job development credits

@ credits are to earn at a rate equal to the overall
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while they reduca incoﬁa tnx liability, do not genarata any interest expense..
The overall coat of capi:al and fair rate of return, as summarized on page 1,
which I had given the Company5 and upon whichits filing was based, is 11.377%.

However, ‘an order of this Commission on June 27, 1980 subsequently
necessitated refunda and a re-statement of financial data. The retained
earnings and tha unamoritized joh development investment tax cradits were
affected and resul:ed in slight changes in the capital structure ratios.

Follcwiﬁé the‘pfo;édﬁrea outlined above but using the restated figures
I have recalcuiéted Eh; 6§erall cost of capital and fair rate of returm to
be 11.35%. It is summnrized on page 2 of Schedule 1. The details are set
forth on page 2 of Schadula 2.

It should be noted :hat an absolute changa of 0.02X from a starting point
of 11.37% represents h&@kminimis percentage change in the overall cost of
capital of 18/100ths of 6he percent. To further indicate the de minimis
nature of such a change;gA change of 0.02X in the overall cost of capital
is effected by a cbanggééﬁ 1/20th of one percent in the common equity cost rat
wich a commoé equity ;g;;o in the 41Z area. Theoretically, a slight decline

in the common equity ratio from 41.15%7 to 40.91%7 would require a de minimis

increase in the coumon gguicy cost rate to reflect the increagsed financial

egree of precision is possible in the determination

risk. Ftankly, no suc

of a coummon équi:y coE ate which involves the exercise of expert informed

judgment. Thua, I do 't believe that a revision in the revenue increase

requested in :he filingais necessitated, from a rate of return standpoint.

I have gummarized my studies in an Exhibit. It consists of 19 Schedules

11dencification as Kentucky Power Company Exhibit.

and has beeu marked

What general principles;have vou considered in your determination of the

i 5
! E

cost of capital and :air rate of raturn?
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A.

In unregulatedi}n@uatriegﬁ_compecition in the marketplace is the principal
determinant Lqies:ablighing the price of a product or service. In the case
of regulated ppblic utilities where there is , for the most part, an absensa
of such compgcicion, rgguLation must act as a substitute for the competition
of the marketplace. Therefore, in my determinaciocn of a fair rate of return,
I have made every effort to evaluate data gathered from the marketplace for
similar-risk éﬁterprises. In oy opinion, a fair race of return should never
be laes than the overall cost of capital, including the embedded cost of
fixed capita;, expeqcedypqhbe experienced during a reasonable period of time
in the future when anyznawiservice rates would be in effect,

It is essential :pgp;;be cost of capital be earned if an enterprise is
to compete sugcesafullykyi:h others in the capital markets on a reasonable
basis. Howev&;.:cha cop;lusion as to 2 fair rate of return must be the
result of infp:@ed jgdgmgnt after consideration of the cost of capital aand

other faccorstsuch as attrition and regulatory. lag.

Have you reviewed the Company's rate request and supporting exhibits filed
in this proceeding?

Yes, I have.

Please expla; ‘héiapg:d éh you employ in your dectermination of the cost of

future, a reasonable oppor unity, not a guarantee, should be afforded to earn

the cost of caoxcal relaced to that prospective time periocd.
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During that progpsctive period of time, as rate base increases over
that used in rate proceedings, the likelihood af achieving the allowed fair

rate of return diminishes. Other factors influenced by inflation are expense

‘and capital actrition.  Combined with investment attrition, or rate base

growth, they erode the allowed fair rate of returm.

What capitaihéiructufe fﬁtios are the most appropriate for use in your cost
of capical éﬁd faiﬁ Eété of return determination?
The actual caﬁical sffﬁcﬁure ratios of the Company at the end of the test
period or M@fﬁh:SI; 19§Q'are most indicative of the near-term future, the
period of :iééygny déw ;aces likely would be in effect. They are most
ind{icative éf‘:he neat¥ﬁerm future tecause the Company has no plans to issue
any new perﬁaneuc capiéal during the remainder of the calendar year 1980.
Consequently; the pérmanenc ratios at March 31, 1980 are most indicative of
how the Comﬁany will be financed i{in the near-term future on a permanent basi:
The details of the capital structure and related ratios are shown on Schedul¢
2 both excluding and including the unamortized job development {nvestment tai
credits. Page 1 contains data before, while page 2 contains data after, the
restatement resulting from the KERC Order of June 27, 1980. For the reasous
previously'ﬁentioned if%ill continue to emphasize the ratios upon which the
requestad cverall race of return was based, namely before the restatement.
The actual rétios .at March 31, 1980 based on total investor provided

"’ ",f”a,»

capital including short—cerm debr, were 54.27% long-term debt, 2.63% short-

term debt amd 63 1oz comman equity capital as shown on page 1 of Schedule 2.

i

Similarly cqmpu:ed tatios at the same date but including the job development
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investment tax credits were 51.81% long-term debt, 2.51% short-term debt,"

4.53% job development ctedi:s and 41.15% common equity. These latter ratios
are the most representative and are the ones I will adopt in my overall cost
of capital and-fair race of return determination. Re-stated data are shown

on page 2. !

Have you analyiea finanéialfdata for the Company?

Yes. I have made such an analysis and it is shown on Schedule 3. I have
shown data for the years 1975-79 inclusive on page 1. Shown at the upper part

of page 1 is cha actual capital employed. The actual capital structure ratios
based upon peémnnenc capital as well as total capital employed are shown
below that. By 1979. the Company employed approximately $353 million in

total investotéprovided capi:al including short-term debt which was about 43%

greater chaﬁiche total capital employed fn 1975.

Tha aver;ga achieved‘:acurn on book common equity during the five year
period l975-79&inclusive Qas only 10.9% and not much higher than the average
9.67 yield on‘public utility A rated bonds during the same period. Comparison
of this historical performance with electric utility barometer groups con-

firms the need for much higher achieved return rates on book common equity

which will also resulc in{improved coverages of fixed charges.

There is a correlac between adequate achieved return rates oa book

common equity and caverage of fixed charges, and market/book ratios. The
return rate on book co:mqn equity provides the margin by which fixed charges

are earned mo:e than vue cime. Because achieved earmnings rates on the book

1
equity of electric utils c;cs have been too low, investors have been consistent!
B : : {'t
discounting the orices of . the stocks to below book value. Because of
: J
i3 |
; f
1
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inadequate covétage levels, the rating agencies have downgraded the bond

racings of many éleccfic:utilicies in the last five or six years. Capital
structure ratios play’an important role in bond ratings. However, many
othar factors are also taken into account by the rating agencies which can

be collectively referred to as business risk.

What do you mag# by bgg}noss risk?
Business risk‘;s’a’;ol;gcciva term representing all of the risks of an
enterprise ocba; ch@n anaqcial risk. There are many examples of business
risk, such as‘tegula;oryja;councing/rata treatment, quality éf management,
sales mix, prquecﬁ;ve grpwﬁh, etc. Clearly, the various types of energy
crises and high inflagioq‘rates in the last decade have increased the
business risk?pf uciliciég in the eyes of investors. It can be measured by
the volatilicy in preoc;x earnings. However, even when pre~tax earnings are
not very volagile but a;eyconsistancly low, there is a high level of risk
unless one conaiders the‘assuranca of continued deprivation of a fair rate
of recurn to be devoid of risk.

It is seen in Schedule 4 that the competitive position of utilities in
the money mar%ec is weak i% contrast to unregulated enterprises as measured
by the SCandaFd & °oor,s 400 Industrials. While the markec/boos ratio of

the S&P 400 declined becween 1975 and 1979, it ranged between 155% and 126%Z.

In other wor even 1n cha lowest year, the integrity of the common stock-

holders' invazﬁmenc in the unregulated companies was not violaced. This is

in direct contrast to che :wo barometer groups of electric urilities. The

1 (

Moody's 24 Utilities Had a.modes: increase in the market/book ratio between

1975 and 1979 but in no year did the average market value equal or exceed
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book value and in 1979‘gprk§€’pric§a were about 18% below book value. The
seven barometer clpcc:igqcémpanies managed to sell at book value in only

one year (l977)yoqt of“;belfive and in 1979 the average market/book ratio was
only 82.3%. As can al#o:bg seen, the S&P 400 Industrials experienced a
significant increase iqqggrnings/book ratio during the period which was 17.47%
in 1979 or nearly BZZkhigﬁer than in 1975. This performance reflected a
continually rising cost of capital. The utility barometer groups however
fared poorly in regard to earnings/book ratios as the Moody's 24 increased
by only 3.7% to 11.37 in 1979 and the seven barometer companies actually
experienced a decline o£”3ﬁaz to 11.5% in 1979. This poor performance of the
utilities 1i.e. thair‘inaﬁiiity to achieve rising rates of earmnings on book
common equicf>in the face of obviously higher money costs accounts for their
continued poor performance as measured by market/book ratios cousistently
below 100%Z. Since there has been no change of substance in the degree of
financial risk for the barcmeter companies during the period, it seems clear
that the continued discounting of their stocks by investors to below book
value is largely attributable to significant increase in perceived business

risk.

<

What is finaqcial risk’,

Financial risk is the additional risk that is induced by the use of financial
leverage, 1. a., the employment of fixed capital in the capitalizacion.
U:ili:ies used :o be a much lesser business risk vis-a-vis unregulated

l-f‘

en:erprises.§

hey were then able to employ a greater degree of financial
leverage chan did unregulaced enterprises. However, in the last decade or so,
a relative increase in the business risk has occurred. Consequently, there

axiscs, in my opinion, an imbalance between investors' current and prospective

’
t‘;’,
b
t‘:\
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perception of‘busiﬁess fiik of utilities and the actual degree of financial
risk. It is my belief that igvestors still perceive utilities to be lessar
business risks in cthe abédlute sense vig~a-vis unregulated enterprises.
However, I beiieve that the relative difference has narrowed. Since the
degree of fingncial risk i{s essentially the same, the total risk of investment
(1.e. the sum of business risks and financial risk) 1is greater than was

the case prior to the era of energy crises and double digit inflation.

What debt cost rate will you adopt relative to your cost of capital determina-
tion? |

I will adopt a long-term debt cost rate of 8.91% and a short-term debt cost
rate of 10.95%. These cost rates are summarized on page 1 of Schedule 5. In
my opiniom these races are reflective of the near-term future. Had I chosen
to use only actual cost’'rates at March 31, 1980, the short term debt cost rate
would be 21.35% instead of 10.95%. On page 2 of Schedule 5 the details of the

long-term debt cost rates to maturity are shown by issue.

Why do you include recognition for premium, discount and other costs of
issuance in determining che’embedded cost rates of long~term debt by issue?

The interest ébs: represedﬁs the greatest portion of the total cost of such
;,:3
|
capital. Eowever, cbere are other costs {nvolved in connection wich borrowing
,t.;‘;
such funds which are necessary. If such costs are not permitted to be
!« i

recovered via the long—cerm debt cost rate, recovery would be at the expense

of the common uhareholdars and the cost rate for common equity capital would

then be higher than otherwise. I have taken these expenses into account in

the development of the long-term debt cost rates by issue as shown on page 2

1

‘f; i

of Schedule 5
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How did you arrivg:q; a cost rate relative to common equity in your cost

of capital and fair rate of return determinacion?

In my opinion;,;Ama:ket~¢etarmined cost rate i{s the most significant indicator
in arriving at a cost rqtecfor common equity when properly interpreted.
However, chare,§s>no single method through which a proper cost rate for coumon
equity capital can be precisely determined. I believe that proper cost rate

is the result of informed judgment after all possible criteria have been evalu-
ated.

The CompagY’s écock”iéznoc publicly traded. T believe the best indicators
of common equity cost rate are available from analyses of marketplace trans-
actions. Therefore, i hév¢ chosan to also observe several groups of similar
risk operacing~ele¢tfic combanies whose stocks are publicly traded. Analyses
of such barometer groups aid in the determination of a proper common equity
cost rate by minimizing the probability of bias likely when market data for
only a single comparable company 1is observed. Thus, the barometer companies

provide valuable ingsight to investors' common equity cost rate requirements.

What periods of time have you observed in your analyses of these barometar
groups of companies?
I have evaluaced the daca for all companies studied during the most recent

five calendar years for which data 1is available, i.e. 1975 through 1979,

11: o

inclusive. Also, ou Schedule 12, on a much more limited basis, I have reviewed

the most recenc interim 1980 data available. Data at any particular point

in time may ba distorted for many reasons. For instance, the price aof a
company's scock in one year may be higher than earnings in that year could
justify because of invescor ancicipation of prospective rate relief. after

rate relief, the price orten declines as at:trizion erodes the level of earmings

J
;iﬁ

fo

-10-



gj;j 1 allowed, to a level ;eg;}:hgn that which had been ancicibéted by investors.

2 In the final aga}yqiq. the cost of common equity must not be measured solely by
3 spot conditions. However, gpot costs may be indicative of the future Lif

4 analysis of trends over a period of time confirms that such costs are likely to
5 remain in effect during the near-temm future.

6 Q. What are some factérs other than timing which affect che cost rate of common
7 equity capital?

8 A. Some other factors are size, common equity ratio and coverage.

9 Q. How do size and common equity ratio affect the cost rate of common equity

10 capital?

A

11 A. Larger companies genera}ly tend to experience lower cost rates for capital

12 than do smaller companies. The principal reason is greater marketability,or
13 liquidity, for the securities of larger companies because of a greater degree
14 of investor recognition. Also, larger companies generally have a greater
15 disparsion of ravenues.~expénses and earnings which tends to make them less
16 susceptible to sudden dramatic changes in the economy of their own service
17 area.
18 Companie§ with lower ﬁommon equity ratios generally experience a higher
19 cost of common equicy capicgl than those with higher common equity ratios.
20 This is generﬁlly :rue because those with lower common equity ratios have
21 more creditorfclainancs (seuured debt and preferred stockholders) on assets
22 and earnings dead of :hgmgzchereby making the investment in common stock
4o Lo
23 more tisky. fﬁft‘t | 3%
1?, Lo ;::J
24 Q. How does ccverage affecc'che cost rate of common equity capital?

| \

25 A. Interestc coverage is usually defined as the number of times annual interest

25 on debt has ueen earned I& is the multiple relationship between the income
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available to pay interest charges divided by those charges. Earnings
available foricommontequ;cy provide the margin by which f£ixed charges are
covered more ;pgn;qne time. Inadequate coverage usually stems from an
inadequate ac@;eved rate of earnings on book common equity. Investors use
coverage as ;‘;991 to measure the relative safety of their investment and
as an indica;or of the relacive level of profitability. Coverage is measured
both before and after income taxes.

Before-iecome :ax.eeverage requirements are found in most Trust Indentures.
Many ins:i:ue;pna; inve;;ofs require achieved coverage of at least 2 1/2 times
before-income ;axee;befq:ekchey will seriously consider making an investment
in a company»}n prde;y;qfevoid the need for setting up a reserve fund. Con-
sequently, seehgaftequ%fegen: is often a minimum to even warrant serious
consideracion; ’Ratiqg aéeneies. such as Moody's Ianvestors Service and Standard
& Poor's Corpqratiqn. éleca great emphasis on coverage. Standard and Poor's
does not inciude Ailowehce.for Funds Used During Construction (AFC) in cal-
culating coverage. In fact, many Trust Indentures limit che amount of AFC
earnings which cen be considered in calculating coverage in order to determine
if new debt may be issued. The rating agencies have stated the importance of
before—inccme tax coverage because before~income tax co§erage levels out the
financial risk differences between enterprises.

Coveraga’of preferred.stock i3 usually measured by relating the afcer-
income tax income available for fixed charges to total fixed charges (the
sum of all 1nceresc cbarges plus preferred dividends).

Investors and rating agencies determine adequate coverage by observing

historical experience over a period of time such ag five years and anticipated

i

|
trends in cbe future as opposed to relying on coverages during a single year

or two. Couelrmacion o34 ’he importance of trends is evident in that the
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Securities and Exchanga Commission in prospectuses raquires that data be

shown for at least five years.

Is coverage eYé? abused through incorrect comparison and/or interpretation?
Yes. An example of incorrect coverage coumparison would be trying to compare
coverages, after income :Axes,'becween companies with distinctly different
capital scructure rztios and/or embedded cost rates of fixed capital. 4n
incorrect and;misinforméd‘interpretacion would be the assumption that the
level of covefége requifed to attract new capital is somehow related to
provisions of Trust Indentures or Preferred Stock Agreements. Those pro-
visions are tests of protédtion for already existing fixed capital investors.
The level of coverage needed to attract new capital 1s much greater than the
minimum protection level for present Iinvestors. Such contractual tests
usually do nocfrepreseﬁt the coverage requirements of prospective investors

in the marketplace.

What ceéhniqu;s'have you considered in order to make a determination of cost
rate for common'equity éapltal?

Since a contractual agreement cannot be made with common shareholders with
respect to cost rate, it is necessary to utilize expert informed judgment

which is vell recognized 1n the regulatory process. In order to avoid the

pictfalls of relying exclusively upon a single method, I utilize a number of

methods in order to arrive at my conclusion of common equity cost rate.

i ‘ 4
|‘w

The prinéipal markec-based methodologies I employ are applications

of earnings/price ratios and earnings/net proceeds ratios. 1 also utilize
market-based discounced cash flow or DCF analysis, the capital asset pricing
model (CAPM) and the bare renc theory. After arriving at ay coaclusion, I

then ucilize che comparable earnings technique in a manner which avoids
I! b ‘
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circular reasoning. 'As an addicioaai ﬁool, in the form of a checking device

I also perforﬁdd an analyiis“bf the coverage of fixed charges. I do not rely
upon the use of &vér#gei'bf the specific data at a given point in time. Rather,
I utilize all of the data with the cbjective of determining a trend. Since
rate making is prospective, a common equity cost rate should be matched up

to a prospective period of time new rates are likely to be in effect, f.e.

between rate cases.

Are earnings/pr;ﬁg‘§a§1q§kan excellent indicator of the cost of common
equity? |

Yes, alchough; they mug:zalways be adjusted to reflect the costs of issuance,
As with the ngvqg any‘qechodology. unwarranted emphasis should not be placed
upon conditions of a single year or a spot moment in time. Often, even when
adjusted for costs of issuance, earnings/price ratios do not represent the
full cost of common equity as perceived in the minds of investors since the
price paid for the stock raflects mora than the latest actual aarnings per
share, i.e. an anticipated higher level of earnings. Thus, such an imbalance

in the relationship between actual reported earnings and the price of the stock

results in aq;qugxgﬁq ggp: of the cost rate for common equity. This is es-

pecially trué the dividend yield on market price is lower than a yield

available fr; a sééuted%ﬁénd in the same, or similar, company. Under such

(T L :
a circumscanqg; ic is obyious that the common stock investor expects future

i

growth. Otherwise there would be negative compensation despite the risk of

s

i
{

~1l4=
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being unsecured and last in line {n claim on assets and earnings.

In view of the foregoing, is it proper to assume that investors place
high value on the growth rate of an enterprise?

Investors look for a total expected return. While the {nvestment cri-
teria of individual investors vary, all investors collectively react

in a certain fashion. 1If & high growth rate is anticipated, they will
accept more readily a lower current dividend yield. Conversely, if an
inadequate growth rate is anticipated, a higher current dividend yield
will be demanded, as was the case in 1975 and currently for many urilities,
It 43 for this reason that a mechanical, or scrictly mathemactical, ap-
proach to a discounted cash flow analysis should be avoided. A mechanical
approach often leads to an indicated total return which {s ludicrous when
either the dividend yield or growth rate used in the computation is not
indicacive of the future. And it is the future when iavestors are buying

- not yesterday or today.




Q. Will you now please describe the data shown on Schedule 6?

A. There are no companies that I know of which are exact raplicas of Kentucky

3 Power Company. For this reason, I begin my analysis by utilizing a barometer
4 group which’ can be said to be nationally recognized, namely, the Moody's 24
5 Public Ucilicies.
6 Page 1 of échedule 6 portrays financial data for Moody's 24 Public
7 Utilities foo‘ohe five-yoar period 1975 thru 1979. The names of the com=-
8 panies in cha group are shown on page 2 and their Moody's bond ratings by
9 year are shown on page 3 of Schedule 6. At the top of page 1, it can be
10 seen that che average amount of investor-provided capital increased by
11 about 40% to $2.887 billion in 1979, based on total capital employed.
12 During the pofiod, the earnings/book ratio ranged between 10.9% and
13 11.5% and avoragédfli;Bz for the five years. With an average earnings/
14 book ratio of oniyllll32, there was a five-year average market/book ratio
15 of 88.2%. Those earnings/book ratios were experienced relative to an
16 average common equity ratio of 34.7% when short-term debt is included in
17 the capital structure. The unadjusted earnings/price ratios ranged be-
18 tween 11.87 and 14.77% during the five-year period and averaged 13.2Z.
19 Those earnings/prico ratios are without regard to investors’ expectation
20 of future grgéth in aarnﬁngs per share and any allowance in recognition
21 of the costs,of isauanco.
22 It is also soooucha: the average spread between the earnings/book
23 ratios and coo composita long-cerm debt cost rate was 4.27% during the
24 period. With a prospec:ive composite long-term debt cost of 8.91Z, an
25 achieved l3.;;~ return on book common equity is indicatad (8:91% +
26 4.272). Theofetically, sgch a rate would not result in market value

-]16=
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A.

equal to book value since ﬁhe fi?é;year a&ézagg ﬁatkeﬁ/b;okvraci; was
only 88.2%. o |

Caverag#;bfuéll ihte%cs: charges before income taxes excluding AFC
averaged 2.5 times for the group fnd was also 2.8 times when AFC is in-
cluded. After4in§omn tax coverages of all interest charges including and
excluding AFC feipécﬁively were 2.3 and 1.9 times. Had the integrity of
the stocks not been viclated by market values consistently below book value
year after year, those coverages would have been higher.

From a duali:y of earnings viewpoint, observe that the five-year
average percénthgd of net income available for common equity represented by
AFC was 36.9%, while tha effective income tax rate was 28.2% and 47.7% of

construction requirements were generated internally.

Is the quality 6£‘earnings also importaant to investors?

Yes. Iuvest§r§ haﬁg b?camc very avare of the importance of the quality
of earnings aﬁd’ca?h tloQ in recent years. They have observed that divi-
dends and och;fvciﬁen;os can be paid only from cash earnings, i.e. those
derived from revenues. They are also concerned with companies which re-
quire a larger than normal percentage of external cash in order to meet
their obligacions. Accordingly, when non-cash earnings such as those
from ArC (Alipvnuca torﬁFunds Used During Construction) become a sig-
nificant part‘otgﬁoc;l‘earnings, investors demand greater premiums for

risk.

Ia additien, investors have become aware of the importance of a high

effective income tax %a:a and place more value on higher rather than lower
effective 1nc§¢a tax fa:es. Investors recognize that an inferior quality

of earnings ccq:ribu;és to the downgrading of rated securities or a decline

=17~
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in the equivilcn:.fin;ncial‘ptofilo for éamvanics wich unrated sccu:i:tca;
A dawngradin;§o}"&¢clini ia equivalent financial profile has an adverse

effect on thﬁyfinancial integrity of existing investors.

Can you demog:;r;:e the importance of a company possessing a relatively
high effecciveyincomg tax ratae?

As I stated praviously, the effective income tax rate affects the quality
of earnings,‘and,‘hence. the cost of capital. As can be seen on Schedule
7, in a hypochgcgga; example, a similar increase in expenses between two
otherwise i§¢nciqfl:qompanies results in a much greater decline in income
availablae fé; coumon gqﬁicy of Company B which has the lower effective
income tax ﬁa;cf':This volatility also results in more significant de-
clines in igcere;i co§erage befora income taxes. While Company B's
interesc coveragaa before income taxes, before the increase in expenses,
was not as compecicivc or attractive to investors as A's, after the im-
pact it declined to a totally inferior and unsaleable level. This demon-
strates vhy fully normalized companies (higher effective income tax
rates) have lower capital costs than flow-thru companies (lower effective
income tax rates) Ic is ay opinion chat a fully normalized company's

overall cosc of capical may be as much as 50 basis points less than that
of a flou-tthVCQQQAﬁy over the long run after the {avesting community

has had a chancm.co reviev actual results on a sustained basis. The
Federal Energy Adminiscracion in a Report to Congress concluded similarly
that "...I: would appear thac the overall cost of capital for a normalized

company is 9; qupc .25 to .50 percentage points lower than for a flow-

thru compan?? (s§Qrce: Electrical Week, January 31, 1977).

i
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Please cxplain Schadulo 8.

Schedule 8 contains fivc-year financial data for the seven barometer oper-
ating eleccric qompanigs for the period 1975-79, inclusive. Their identity
and basis of selection are shown on page 2 of Schedule 8. At the top of
page 1, it is seen that total investor-provided capital increased 54.62

; i

during the period 1975*79 to about $686 million in 1979. This indicates
that the average company was 1.94 times the size of the Company based on
total capital employed. The average capital structure ratios based on

H i

total sapxcal mloyad were 54.5% debt, 12.5% preferred stock and 33.0%

common equicy capitalt

The avmraga markat/book ratio was 91.1% and ranged between 82.3% and
100.9%. The average earnings/book ratio was 11.4%. Unadjusted earnings/price
ratios tanged between 10 92 and 14.8% and averaged 12.9% during the five-year
pariod. Onca again it is important to remeber that the earnings in the earn~
ings/price ratio daca docs not reflect investor anticipation of future. esrming
growth nor dons cha price reflect the costs of issuance. As with Moody's 24
barometar group, the market price dividend yleld averaged less than the average
yield available from purchase of bonds in the same, or similar, A-rated com=
panies during the five—year period. That clearly indicates investors’ expecta~
tion of growth in marnings and dividends. If the earnings growth expected was
equivalent to tha 5 32 projecced by Value Line for this group, or the five-
year bistorical 4. OZ (Schedula 13), an earnings/price ratio, taking growth
into accoun:,,wnuld be in the 14.0% - 14.2% area utilizing the mid-point of
the unadjus:qd earnings/prica racios (i.e. between the 1979 and five-year
average) (14. 12 + 12 9 = 27 0% + 2 = 13.5 x 1.053 - 14.2% or 13.5 x 1.04 =

|
14.07) before any adjuscnent for issuance costs. The average achieved
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spread becween carnings/book ratioa and the composite long-cerm debt cost’ T
rate was 4,5;,4 Since :he average markec/book ratio was 91.1%, it may be
assumed that a spread of 4.5% would result in a market/book ratio of only
91.1%. If the 4.5% spread were only 91.1% of the spread necessary to result
{n a market/book ratio of 100%Z then a spread of 4.9% was necessary and there
was a need'éér an achieved rate on book common equity for the Company of
about l3.8iqwith.a'§tospective long-term debt cost rate of 8.91% (8.91% + 4.9%

f%e avérage achieved coverage of interest charges before income taxes
during chc £ive yedrs was 2.6 times including AFC and 2.3 times excluding AFC,
while che?gftcr tax édﬁerages were 2.2 and 1.8 times respectively.

From ”ﬁqualicy 6f;etrnings standpoint, it is seen that che five-year
averages wéru as follows: percentage net to common represented by AFC 39.6%;
effective 1ncoms tax rate 25.5%; and only 34.8% of gross. construction

generated 1ncarnally.‘

Since the Company is a vholly-owned subsidiary of American Elsctric Power
Company (AEP). havc you studied the cost of common equity to AEP?

Yes. Bovever, I must emphasize that such data must be reviewed with caution.
AEP is comgrised of a number of operating electric utilities and other
subsidiaries. Sevaral of the electric subsidiaries have bonds rated Baa;
several others hava dgbc which is unrated; and the Company has A-rated bounds.
Operacions are in a number of different regulatory climates. There {8 no
juscificacion uhereby one can rationally conclude that the common equity inves
ment in (au:ucky Pawtr Company is automatically similar to the risk of common
equity investmen~ in AEP as a whole because of the balancing effect on risk
of various size ccmpanies ocperating in different-jurisdictions, etc. It must

be remembe;gditha: :hg fair rate of return allowed is applied to a property

rate base.  Thus, it is the risk of common stock investment in Kentucky Power

-V
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rate base (p&éperﬁy)7vhich is to be determined. That risk does not (by
common sense)'change?dépending upon the name on a stock certificate. With
that caveat in mind, I have made an analysis of AEP on a consolidated basis

for the peri&d'1975-1979;'incluéive, as shown on Schedule 9.

Elease explain;SchedplAVQA

Schedule 9 i; § summgyy of the historical financial performance of the

system for che five calendar years ended 1979. Data shown is based on as

reported figuras in each year. AEP stock 1is actively traded and it is on

those data chac inventor decisions were made. Furthermore, there is no way

to apportion che harmful effects on the market price of AEP stock caused by

revenue refund orders.‘ . -
It is secn cha: cha cocal capital employed increased by about 34% during

the period and chac the fixnd capital cost rates also increased during the

same time. The markac/book ratio ranged between 86.6% and 114.6%. Adjusred

earnings/prgge;racioa ranged between 9.92 and 13.7% and averaged 11.37% during

the five~yea§;pcriod. The dividend/markec price yield ranged between 8.5%

and 11.0% anﬁ averaged 9.7% during the period. The average capital structure

ratios employed consis:ed of 59.0% debt and 41.0%7 total equity capital based

on total capi:al employed. The average achleved earnings/book ratio was 11.5%

and the avuraga achieved spread of earnings/book ratio of the embedded cost

of 1ong-:ermJ‘abc uas 3 72 and the average market/book ratio was about 102%.

The average coverag? of 1n:eres: charges during the period was only 2.1 times

s

before and 1 9 times af:ar income taxes including AFC confirming cbe low five-

vear average‘effective income tax rate of 15.6% on a consolidated basis.

Have you pregared an analysd.s of sales of new common stock since 1975 by companic
| 1
in the seven operacing elec.ric company barometer group?

o i ;
oL
" {
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Yes, and the analysis {s shown on Schedule 10 which consists of cwo jages.

1 have showa the resulcs of 24 new common stock sales by the sevén companiss
{a the group betweea January 1, 1975 and March 31, 1980. “As can be seen the
earnings/net proceeds ratios ranged bezween 3.81% aﬁ@ 20;682. They averaged
12.692 for the 24 {ssues for the eatire period and ls.ilz*for 11’ tssuas &urins
the pertod 1978 chru March 1380. BHowvever, the avetngc‘n;é proceeds per share
vas less zhan book value for both periods of time. As c#n be scen ac the
Yottom of page 2, 1f the average net proceeds equalled Yook value, the in-
tcated earnings/net proceeds ratios would be 13.542 forg:ha entire pariod and
13.07% for the latter period. nazmely 1378 thru March 1986; ‘1 balieve this'
lattar period is the =zore zeaningful period bocaunéfit 1;égbr; rq}:é:enti§£§c
on average of the likely economic conditiocns {n the ncqr-turg fu:ura than (s

i

the average for 3 1/4 years. As can be seen, the average yields on offering

price vare not sufficiently high vis-a~-vis Altarnac;vn bond rields as to offqr ‘ %

investors adequate compensatica for deing & last-in-line in §Xnim on assets and

saraicgs. Conseguently, 12 is clear that fucture ;rééth earnings is un:jé

cipated. Ia fact, obeervation of the trend for untﬁ&ngs;pat share fnr those

t15.07 2 L.0%0).

Have you prepared 4 cowparative susmary of qualicy

Tas., ¢ ta ehown on Schedule L. On zhts Schedul




principal qualiry of earnings considerations taken iato account by investors.
The data are dexrived from Schedules 3, 6, 8, and 9. Generally during the
period, and also for the five-year average 1975-79 inclusive, Kentucky Power
Coempany had a gmality of earnings somewhar more fawerable than that of the
barcmeter corpanies or AEP on a consolidated basis. Zowever, the trend

for Xentucky Power, in view of its large construction progrim requirements,

has been a rapidly increasing percentage of net inccome represented by APC

acd a rapid declire in the percentage of gross comstruction costs generated
iaternally. Txm:s, prospectively, the quality of earnirgs for Kenrucky Power 1s

quite gimilar zo rhar of the barormeter groups of operaring eleccric utilities.

Q. Have you also reviewed recent 1980 marketr data for the barometer companies and

Ar? for an %

of common equity cost rate?
A. Yes. The dara are set forth on Schedule 12. For the reasons previously stated,

AZ? results arse ¢ a valid irdicaror of the risk rate .o which the ccmmon

tocks as of July 23, 1980, and

,mﬂmwmmumu per share. As can be seem,

eraged 13.8% mon.nunpxooaw.w w» aud

4:1%7-for The seven baromecer companies. “lleither group had a dividend yleld

of the-saze, or similar cospanles.

Therefore, it Zs clear investors expect future earnings growth. Value Line,




Q

A

Value Line’s prolected growrh rates in earnings per share (Schedule 13)

1t i3 seen U:zr =2a resulrtant ==adiunsted (for issuance costs), earnings/prics

14.8%

Did you also perSorm a discocmzad cash flow analzsis as a means to datermine
a common egquiry <ost rate?
Yes. The thesry of discounted czsh flow analysis (2CF) 1s not a new
one. It had Seem used for =ma=y wears in industry ia evaluating the viabilicy
of capital profeccs, etc. Iz £3 also known 2s the present value method.

Very simply, it means findi=g the present valne of an expecrad future
scream of zer cash flows durf=zg che investment period discounted at the
cost of capiral {capitalizaricm raze). In short, the DCT application for
determining cie capitalizaticm zzze for common eguiry capital is that an
investor buys a stock for an zxpecced toral retuxa which 13 to be derived

from cash floms in the form of &fwidends and appracilation in market price.

Thus, the dizidend yield on zmarier price plus a groweh rate equals Che

,vwnwwr«ug rate -(D/P-+ 9

" The nmmgnwoﬁ uunn £57rha return rate axpectad by iavestors and

nonwwwn nﬂﬂhﬁnuluﬂm Hbrmnﬂn_‘ 4:.:

woam “bo use uni in m ‘rate vnonﬂnaﬁum
such as cxis. ivresTITS. i z>e stock in serpetulrcy. Such

che cost



race for commom egrisy cagplical ciaxpes from cime ©2 cime. Am estimaze cf
Irs cost a=st oot reflect perpecmiry dur rather the 15kely cime s;zn}bczscan
rate ad/ustments when the cost rate is revieved and. adjusted as may then

be required. Consequently, the DCF theory and rate making are prospgccive.

Oa Schedule 13, I bave shown the results of zy analysis which is'faithfel |

i

zo the DCF zzd rate making principles. jf’« : Pee

Please explain Schedule 13.

On Schedule 13, I have shown yield and growth data taken from recenc.Value
Line Iavest=ent Survey reports. Value Line probably has che largesc cir-:
culacica of any izvestoent service iz the couacry I: is safe o say thar 2ll
investors do not urilize Value Line's forecasc; Earte blaﬁche. Heve;theless,
Value Line's forecasts are probably represeuta£2§e\of the.average or cross
gection of the market as a whole. Since the concep: of DCF 1is prospective, as
is rave makizz, curTeat Flelds are moze a:awmgziace ﬁ@' wse tham zweza;g
ntgrorical ylelds. Cozseguently, izvestors’ assessmest of furtore gmow:b ﬁs

of paramount izportance. hat assessxent Iis unrela:ed to hiscorical growch 1nv

period with an average rate of inflation of p§
experiesced currencly or wiichk may reasomzhlyl

mEree fhodk recios less chen 10T

of 16.7% usi=g a prospective growsik rate. The nbs: ﬂezai:gful 3rqn5 is the
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Q.

have no precise way of knowing exzctlf uhiéh tize period {avestors nightk
rely upon, I have averaged all che petiods::o ge: a 4.0% average. anevgr,
one company in the group of seven, namely Kansas Gas & Electric had an 11.22
aegacive growth rate. This is a0t rcaii;:ic as being representative of che |

furure, especially since Value Line projec:s 3r”nth for chac ccu;any\, j5.4

istorically a ail race were used, in liex of a negative tace, the zverage

growth racte for the group in earnings:pgr share would be 5.6% and the :otal

Y

cost rate would be 17.0% (11.4%7 + 5. 62)1 Of course, none of these rates

has been adjusted to reflect the cos:s of issuance as indicated in Note 1.

i

Eave you alsc empioyed the “are :en:y;héc:y to measure ~he cost of commea

equity capital for Kentucky Power an@@n

Yas. My analysis leads me to the cong;pg;bn that the bare rent or pure
interest rate without regard to inflag;cgg;s,aboucaz.sz. My analysis is | set

fortk o page 1 of Scheduls 14, Iz eﬁfec’ high qualizy beods such as uz*“’ty

bonds ratad Aa yield on average over :gze a rate equivalear to 1n‘1ationa:v

expectations and the bare rent rate. Tcpﬁpanies such as Kentucky Eoﬁg:ruhichf‘

have lower rated bonds need to pay an'§:dit19nal premium because‘of‘

risk associsted with a lower rating. iual.y, to arri"e ac the cosc or

common eguity czpital, thers must De aﬁ.ed an eguicy rist.premﬂum whica :zkes

inro account the added risk borne by ascomaqn stockholder. An equi'y risk

premium 1s necessary because a common togkholder bears the risk of at ricioq x”
and stands last in line in claia cn | ’

n zage 2 of Schedvie 14, I Save
Izziockr Pover doois ave Tated AL %y

estizmate of the average rate of iafla :-an :hru 1981 {3 11X. With a conszrva-

tive estimate of equity risk premium of AZ (see Schedule 15), a 17.7% common
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.er 3 vear Trezsury Sotes. The trsasury sills. c:ad o be more volacile chan

ezsisy cost rate is Inficareld.

Eave you also xade an szcalysis of the indicated cost racte for comxon eqnicy

capital chru the use of che capital asset pricing model (CAPW)’
Yes, I have.

TILL rou Sriefly dMscoss the (PN Cheory?

The C27¥ cheosrr states thar rhe expected tate of rermrs Is esual to 2
riskless rate of return plus a risk premium whicb is proportional to the
systematic risk of a security. A riskless. race of return is most often

equated to returns on U.S. Govermnxenc securities such as §.S. Treasury Bills

the 3 year ooctes. Cousegquearly, I Selieve :bam he 3 year aotes are 2 belter

and more stable indicator of a prospective riskless rate of return. The sys-

tematic risk of a security is the risk which camnot be reduced by di?é:siﬁ;—

cation. It 1s related to gemeral price mavemenés.in the securi:yvﬁa:' t got di- -

rectly attributable to a specific cempany or securicy. The bera coefficient is,é

=~easure of systexatic risk. A becta of 1.5 wonld indicata thaz the syscenacic
x\,c

risk of a specific securicy is equal to tbaclof the market as a wholéﬂ

risk respectively.

the marker as a shole.

The QXX does Dot Deasure nnsys.:natic_r‘,z or ::at which can e

diversified. Ursystemaric risk represencs gssent‘ iy all business tisks and
financial risk. Such risks are quite import#n; to investors and repr senc

a much greater percentage of the cotal inveéﬁgén: risk than does the gyscemacic
risk. Therefore, the CAPM {s appropriate to‘q%ilize inies:ablish4ng,

divergiliied porzioilis
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of a single enterprise because it does not consider diversifiablc; unsystematic

risk which is substanctial. Yervercheless, I have made a CAPM analysis which is

set forzh on Schedule 15.

Please explain Schedule 15.
Three distrinct alements are needed to apply CAPM theory viz. a riskless .
rate of return, a bera coefficienr and a market premium. All three are set
forth in this Schedule. I reviewed ylelds on 91 day U.5. Treasury bills and
3 7ear treasury notes and believe the 3 year actes are the more indicative
indicator of a riskless rate of return for the reason previously men:iqnéd.
I have shown such rates by month for the years 1975 thru 1980 and by month
between June 1979 and June 1980. Based on tle trend of those rates and a-
realistic assessuent of near-ctern inflation, I believe a representative average
riskless rate is 7.5%7 at least thru 1981. It has already been much higher
and will no doubt fluctuate and at times be lower. In other words, 9.5% is
my judgment of a reasonable average thru calenaér 1981.

For betra ccefficient, I have chosen tTo u:iiize the most recent for JEP and
the average of zach barometer group as cscau:edgand ?#éi;#§;é $§é§4}5¢;£iée ,j

Investment Survey. AsS is seen, it is 0.65 for AEP and Moody's 24 Urilities and

0.59 for the seven barometer electric companieg. For an equity risk prgmium, I
used che arirhkoeric average results of a sznd% of historical returns céiexing
the period 1926-78 of 8.7 - see Sote 2 ca page L. S

As can be seen, applicacion of the CAPM céeory results in common eq;ity
cost rates of 15.27 for AEP and the Moody's Zhggnd 1Af62 for the séven barometer
companies. Those rates are without regard to ;eflecting any of rhe costs of

issgance.

)8
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Does that conclude your analysis of market-oriented techniques?
Yes. As indicated previously, I will also perfora a cowmparable earnibgs
analysis and then cest =y conclusfon 5y an analysis of 1ndic$:ed cbve:sges

of fixed charges.

Throughout Yyour testimony you have made reference to various cost rates
before any adjustaent for che costs of issuing new common stock. Have you
perforzmed a study to determine the =agnicude of such costs?

Yes, and it is set forch in Appendix B to my direct testimony. Appendix B
is, I believe, self-explanatory. It contains an analysis of the costs of

issuing new common stock Including market pressure. In order to compete

successfully for capital, Kentucky ?ccer‘Conpany:nns: kave an adegquate retura

rate on common equity capital. There 135 a coqrel;tion between common equity

return rates and coverage lavels of fixed charges. It 138 circular reasoning to

not allow such costs. Ina Appendix B, I show my analysis of such costs for

AF7 as well as a Kidler Peabody § Co. analysis. I also show an analysis,

without regard to =arket pressure, for the 24 issues by the seven barometer com-

panies between January 1975 and March 1980 aﬁd that analysis {ndicates average

issuance costs of 4.4%. My market pressure chdy for AEP indicates that those

costs would likely Increase to atr least 7% vhgnyaarkec pressure is counsidered.

Coasequently, as izdicared cn page 3 of Appeﬁdii B, 2 conservative measure
of such costs as a percentage of offering price(;s 7.0%. Therefore, where
appropriate, an unadjusted cost rate will’reﬁreégnc 937 of the indicared
cost rate after racognition of the costs‘gfzi§s§#nce.

Such costs z=ust e recognized or there.%ill be an increase in the
cost race for fixed capital. And, if fixed\eapi:al costs more, so does common

equicy capital which can result {n a greater cost to consumers over the long

L
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Q.

Q.

A.

In performing your analyses, including the analysis of issuance expeases,
have you assumed that your conclusion of common equity cost rate would
result in a specific market/book ratio?
Xo. The Kiddexr, Peabody & Co. study set forth on page 10 of Appendix B
indicactes thar ucilicies’ common stocks should have a marker price which
exceeds book value by up to approximately 20% in order to avoid dilucion
when issuing new stock during periods of markec decline. Utilities have an
obligation to serve <which means :bat they oust have the abilicty to attract
all the external capizal required whea neede4 - ncﬁ\énly during ideal marker
condictions. Thus, an opportunity to earn a face of recﬁrﬁ on common equity
should be high enough to result in a markecjprice sufficiently above book
value as to avoid dilucion in earnings and‘béok'value per share when it is
necessary o sell new common stock. EHowever, In actualiry, such has not
been the case for many utilities for quice some tine,

In the final analysis, the market/book ratio is the end result of
regulatory decisions. If cognizant regulatory agencies permit opportunities

for unrealistically low return rates on couman equity ca ital thv assure

that the integricy of the investment of exisic.ng cammnn sharebolders ﬂill be

violated when new stock is required to be‘sold at discounts from bock value.

What are the resul:s of your comparable éarnings analysis?

My comparable earnings 2nalysis is ser fq;;h:in Scheduie 16, which consists

of 7 pages. I conclude that a conparablefea#nings achieved rate which avoids

circular reasoning is 13.67 as summarized on page 1. It is relative to
an approximate common equity ratio of 437 compuced without regard to job
develcyuenr credirs. Obvicusly, when at*'itaan zzd regulacory .ag are

considered, 2 mech higher opportmnily rate (bcfare atTrizicn znd lag) Is

-30-
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required. Therefore, I believe that =y conclueion of a 14.5% opportumity
common equity cost rate is conservatively proper.
Since regulation is a substitucte for the competition of the market-

place, %z fs necessary to begir such an analysis by utilizing the resulcs

I3
L3

of unreguiazed enterprises operating freely in the zarketplace. An ex-
cellenc broad-based indicator of uuregulaced enterprises (s the Standard &
Poor's 400 Industrials. To utilize the comparable earnings of other
utilities without regard to the marketplace i; the he;ghc of circular }
reasoning. The cost rate is esrablished by investors and is de:er:ingd by
their alternative invesctent opportunities. Ic 1s oot whac aucilities
actually achieve, especially when investors' assessment of such earninga
rates results in market prices discounted to be;ow book value.

I begin =y analysis with before~inccoe tax cvgtall rates of recurn
far che $32 00 Growmp for Che oSt recent efigkt years zrailable. I believe
eight years is a long enough period of time to encozpass aitypical, complece
business cycle. Use of before-income tax data eliminates the need to
analyze differences attributable to financial risk. Therefore, the principal
objective Is o arrive at 2z informed judgmenc of the lsvel of tusiness
risk for Kentucky Power and similar tisk electric utiliries vis-a—vis the
S&P 400 Group. ‘g

The purpose of the data shown on pages 3 ahd 4 for the Moody's 24 is :on
dererzine the degree of change in aftar-income tax common egquity cost race
caused by a change in common equisy racfo. The result f{s {mportancr to a#
ultimate determination of business risk differential. As can be seean, I
calculated that an average percentage point change in coummon equity ratio
hrizgs about an approximate (.21 {averse changes fn commeon equily cost race-}

Ttz surpose of the data ca page 2 Is
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risk between the Moody's 24 and tha S&P 400 Group. For the eight years
eading 1979, their business risk {s {odicated to be 281 less (722) ou
average than that of the S&P 400 Group. Investors assess risk di1fferencials
and thact risk is reflected {n the price paid for securities. The price paid
reflects assessment of all risk both business and financial. However,
utilizing before-income tax overall razes of returnm as the startiag ?binc’
removes the need for further analysis =f financfal risk becaase Iiacerest om
debt 1is deductible in arriving at taxable incqﬁe which reduces income taxes.

In effect, a before~income tax overall rate of return is the same, all other

thi=ngs being equai, regardless of the capizal structure ratios of a company.

The Zdata on pages 5 throcgh 7 relaze o the seven barcmersr eleccric
companies and are simflar to the data oc pagés 2 Ehrough 4. As can be seen
on page 5, the eight~year average relative Susiness risk vis-a-vis cﬁe s&p
400 is 71%. After a review of this hiscoriéal data, and in coﬂsideracion of
the current and prospective plight of the electric ucilitj inddsczy.:iz is oy
fudgment chat a prospecrive assesszent of Susiness risk is 757 of that of the
5& 400 Industrials. 1In other words, I believe the prospec:ivé,ﬁ%siﬁesa Tisk
of Kentucky Power is 25% less than that of};he S&P Industrials on average.
However, when a comparative analysis is za¢; ca agyafter-iﬁcgég’ta; ba;is;
it appears that the combiced busizess and fi:agcial risk of ucilfcies must

be =much closer to, if not exceed, that of the S&P 400.

Please explain. ;

ke

As can be seen on Schedule 17, during the éighfwfears ending 1959 as well
as early 1980 public utilities have been ;%yizé;;nre for their long~tera
debc capital cthan have similarly rated iad@strials.k Of course, fhere i{s no
way to ascertain with certainty whether or to what degree a spread would

exist 1f both groups had similar debt ratios. I concluded {n ay comparable,

i
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earnings analysis cthat the Company grospcc:iv-ly has about 25% less buiints:

risk than the S&P Industrials. It does oot appear that the iowar business
risk of electric utilicies offsets the greater level 6£ financial tisk
employed. One thing is certain, however, and that {s that As debt cdst; méra
so does equity. It can be seed that during periods of high.in:érast rates
and tight money such as 1975 and early 1980 the spread increases which meadi
that capital bec;mes more costly than usual for the yrilities versus the ‘
{ndustrials.

3lso, it can be seen that lower raced utilities pay more for thelir
debt capital than those with higher racings. During tight mouey, high interest
rate periods, the lower cared utilities pay even more on a relative basis.
During the period 1972-79, A-rated utility bonds averaged 0*3ozmorg‘;han
sa-rated utilicy bonds. Even when the extraq:dinary‘year,l975 {g eliminated,

the average spread during the period =as scill 0.24X. ' : i

what is your conclusion as to a common equity cost race?

On Schedule 1, I summarized oy conclusion asi:o the cost rate of commbu capital.
Hy'conclusion as to the common equity cost rate is 16 1/2% relative to a common‘
ecuiry ratio of about 43% (withoat regard to the gaamortized job developzent
{avestzeat tax credics). 1f my conclusicns vcrevbased scrictly upon condi- 3' !
tions as they existed at March 31, 1980, my cost rate would have been con-

giderably higher than 14 1/2%.

2ate making is, and Tust be, prospective. ﬁ:ﬂarates are sec D> be collectad
over a period of time in the fucure. The :ypi;al period of cimé between 1
rata cases for most ueilities, in these cimﬁs of high inflation and intéres:

races, and rate base growth, seem=s ©O be betweea one and cwo years.
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conclusion of common equity cost rate reflects a decline in {nterest rates

and in the cost rate for ccmmon equity.

As can be seen on Schedule 18, I have n@atized the various indicated
measures of the cost rate for common equity caﬁical before and afcer a 7%
adjustment in recognition of the costs of issuing new common aﬁbck.

As can be seen on Schedule 18, a prospec;iva coat'race ofqlA 1/22 is
conservatively realistic. It is supported xsﬁconsetvxcive by all the
techniques e=ploved, particularly when data fér only the independenﬁ oper-
ating barometer companies is considered. AEPiéonsolidated data {s no useful
guide and {nvestors clearly lock to each opar;ting alectric utility subsidiary.
If they did not, all the subsidiaries would héve simtlar bond ratings and

ther 45 a20C.

Does your conclusion of a 14 1/2% cost rate for common equity capital include
any provision for attrition and regulatory la%?

My conclusion does not contain any separate pfovision or allowance for
actricicae or regulacory lag. ¥y couclusicn i;‘derived fron analyses of market
dara established chru Izvestors” transacrices. Iovestors are weenly aware
that these elements exist for public utili:ieg - although perhaps to a greater
extent for some utilities than for others. ansgquencly, the prices paid

by investors reflect their average aasessmen:}of the impact of those elements.
Thus, it i{is =or necessary to establish a sega;z:e, and addicicmal, cost rate
faczor Iz recoguicicn of those elewents — au=d i bave oot done sc iz this

instaace. In some instances, however, 1t zaykbe apprcpria:é to make an addi-

ctional provision in recognition thereof when it is obvious chat the pro-

spective annual rate of attrition will far ex¢eed that wvhich may reasonably be

expeczas b5y investors.
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What covarage ratios and return rate on common equity are likely to be

experienced if an overall rate of recurn of 11.37% 1is allowed?

The 1ikxely experienced res:lcs gre set forth ca p2ge 1 of Schbedule 19. The data

ca this Schednie s dased can zwo assumptiocns, viz. thac o attrition and lag will

occur and that those elements will occur at a rate equal to 1% of the overall
cost of capital. The latter premise is the more ;aalisgic as,virtqallyino
utility in the past decade or the reasonably forseeable future caan hope to
he fully insulated frcm these eliements. Furtyer, Kentucky Power bas been
experiencing substantial accricion because of its large coastrucction progran..
There {s no reason to believe that in the next 12 to 18 mouchs chere will be
a significant decline in the rate of attrition because of rate base growth
and a decline in the ability t3 sell power which will fncrease the cost of
service. Consequently, the data shown under the "Assuming No Attrition”
coluzn is for infor=atice purposes ouly.

Under the realistic assumption, i.e. "Assuming Actrition” columm, it
{s seen that if attrition occurs at the rate I believe is realistic, the
ind<_atred achleved common equity return rate is 12.16Zor much less than
the comparzble earnings rate derived ca Schedule 15 of 13.6Z. As can be

1
'(

seen, the iIndicated cocverazes of all izcerest charges a‘zev attr

2.9 tizmes, before and 2.0 tizes afrer iacome caxea Woce chat she 2 O

times after tax coverage of all interest is only sligh:Ly higher than those

of the Moody's 24 (1.9 times) and the seven bafo :é# éompanies (1.8

tizes). If those wo groups had achieved a high enoughélevel of earaings

o resulr in market/Scox ratios Iz excess of 100% ‘:héig coverages would have

been much higher thaan chose stown. 1Ia view of ¢ vfofeébing, b4 believ§ an

11.377 overall rates of return 13 proper.
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rate of return of 11.35% were allowed?

Eave you slso revieved the sintlsr likely experienced ratios if an overall

1 Q.
2

Such data are shown on page 2 of Schedule 19 and differ only slightly

Yes.

A.

frem the data discussed in detail above wirh regard to 2= 11.372 allowed

crerzll race of retura.

Does that conclude your direct testimony?

6 Q.

Yes, it does.

A.

L2e]



Frank J. Hanley, upon firsc being duly sworn, bereby makes.oath
that {f the foregoing questicus were propounded co him et a2 hearing
before the Energy Regulacory Commission of Kemtucky, he would give the
answers recorded following each of said questions and that said answers

are true.

Subscribed and sworn to before me by ?raik J. Hanley this 4th day
of August, 1980. ; .




